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The Problem of Too Much Gold 


Donato L. KEMMERER 


Department of Economics, University of Illinois 


HE CYNICAL AUTHOR of “Of All 
Things” in the New Yorker 
magazine remarked several 
years ago that if he understood any 
economics at all, then the storing of 
large quantities of gold in an ex- 
pensive underground vault at Fort 
Knox, Kentucky, was strong evi- 
dence that that gold should never 
have been dug out of the ground in 
the first place. This viewpoint is 
becoming increasingly popular with 
every newspaper announcement that 
the United States has added another 
billion dollars to its gold holdings— 
we now have about $22 billions, 
enough to load 2,200 ten-ton trucks. 
People ask what is the use of such 
a tremendous hoard. The purposes 
of this article are (1) to explain 
briefly and simply how we acquired 
this gold and why we are continuing 
to accumulate it, (2) to discuss 
several prominent theories as to its 
future effect on our economic sys- 
tem, (3) to consider what can be 
done about it, and, of course, (4) to 
give my own answer to the problem. 
From 1879 to 1933, our country 
was on a gold-coin standard, which 
meant that our dollar was theoreti- 
cally a small piece of pure gold 
weighing 23.22 grains. Actually the 
gold in coins was not pure but con- 
tained an additional alloy of copper 
to give hardness, and the smallest 
coin commonly seen was the five- 
dollar piece. Besides, most of the 
money in circulation was not gold, 


but paper and silver redeemable in 
gold. Being on the gold standard 
meant three things in those far-off 
days: (1) all American money and 
bank deposits were eventually re- 
deemable in gold; (2) gold coins 
could be melted down or exported 
by the holder if he so desired and 
no questions would be asked—he and 
not the government presumably 
owned the gold; and (3) the United 
States mint would coin gold for 
anyone in any coinable amount with 
no maximum limit. The “mint price” 
for gold was $20.67 an ounce, be- 
cause out of every ounce of pure 
gold—480 grains—20.67 pieces of 
23.22 grains each could be struck. 
The government was operating the 
mint much as a miller operated a 
flour mill. Each processed a raw 
product and put it into a more 
usable form, but the original owner 
kept title. 

Several significant conclusions 
may be drawn from all this. One is 
that the mint price never changed— 
it couldn’t unless the size of the dol- 
lar was altered. Another is that 
the country’s new supply of gold 
depended largely on the activity of 
the gold-mining business. A corol- 
lary is that the gold-mining business 
was often a good depression busi- 
ness, because labor and material 
costs were lower at such times 
whereas the price received for an 
ounce of gold was the same. A grasp 
of these conclusions will help 
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towards an understanding of the 
whole gold problem. 

Now the fact that the price of 
gold was fixed did not mean that the 
yellow metal was not subject to the 
laws of supply and demand like any 
other commodity. It very definitely 
was and still is. The dollar of 
23.22 grains of gold was simply the 
measuring unit for determining the 
relative value of, say, chairs and 
apples and playing cards and bacon. 
But if the dollars themselves became 
more plentiful relative to the busi- 
ness done, then they had less pur- 
chasing power, which is to say that 
prices would go up and the dollar 
would not buy as much as before. 
This is sometimes called inflation, 
and it may be gradual or rapid. 
Conversely, a shortage of gold rela- 
tive to the business done sometimes 
caused prices to fall or dollars to 
become more valuable. This is 
sometimes called deflation. 

A change in the supply of gold 
does not take place so easily as 
might at first be imagined. The 
world’s gold supply is the accumu- 
lation of centuries, and little gold is 
lost—people guard it too carefully. 
As a professor of economics once 
dramatically put it to me, “The gold 
in that watch chain of yours may 
once have been part of the gold 
bowl in which Pontius Pilate washed 
his hands!” Thus, except under ab- 
normal conditions, the gold supply 
of the world is not much affected 
by the output of one year or even of 
one decade. 

But the last decade has been ab- 
normal. In 1929, the gold holdings 
of the United States were $4.3 bil- 
lions, representing about a third of 


the world’s supply of monetary gold! 
The eminent Swedish economist; 


Gustav Cassel, was concerned lesti|'* 


the annual additions would not b 


adequate for current business growth| 
and foresaw a period of Seu, 
prices ahead unless cheaper meth-4 
ods of mining gold could be found] 
or more efficient ways of using the} 
existing supply of gold could be de-4|: 
vised. Today the gold holdings of |! 
the United States are $22 billions, 


representing a tripling of our hold- 


ings of six years ago, if allowance | 
is made for the change in dollar |) 


size, and constituting over 70 per 


cent of the world’s supply of mone-_ 


tary gold. That world supply itself | 


has actually increased nearly 65 per 


cent in the decade, and we are now | 


talking about an excess of gold. 


What has happened to bring about | 
this change? A number of things. | 
First, the greatest depression in | 
modern times has settled over the | 
world, and has stimulated the gold- | 


mining industry. But other occur- 
rences have had a still greater in- 
fluence. In 1931, England reduced 
the size of her pound sterling, or, 
in other words, changed the mint 
price of gold from 85 shillings to 
150 shillings an ounce. And, in 1934, 
we reduced the size of our dollar 
from 23.22 grains to 13.71 grains, or 
raised the mint price of gold from 
$20.67 to $35 an ounce. (35 coins 
of 13.71 grains each may be made 
from 480 grains, or one ounce.) 
Neither of these mark-ups on the 
price of gold was accompanied by a 
corresponding rise in the price of 
other goods, so that the business of 
mining gold became even more 
profitable, and will probably re- 
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‘main so until prices, or at least 
‘mining costs, rise about 69 per cent. 
($35 is 169 per cent of $20.67.) Thus 
we find that the annual gold produc- 
‘tion of the world has risen from 
$0.9 billion in 1933 to $1.4 billions 
in 1939 (both in terms of 13.71-grain 
dollars) and is still rising. 
_ The question as to why the United 
States has acquired more than 70 
/per cent of the world’s gold supply 
in this period requires a twofold 
‘answer: (1) this country is the 
safest haven for investment in a 
_dangerous world; and (2) it has the 
attraction of a $35 an ounce price 
for gold. The first point needs no 
elaboration, but the second does. 

Devaluation to $35 had the effect 
of stimulating our export trade. To 
illustrate, suppose a Frenchman with 
-an eye for fine American automo- 
biles had 15,000 francs to spend in 
1933. The franc then was 0.9 of a 
grain of gold, and our dollar was 
23.22, so that it took about 25 francs 
to make a dollar. Thus, 15,000 
francs were not enough to buy a 
car because they were worth only 
about $600. But a few months later 
the American government devalued 
its dollar to 13.71 grains, which 
meant that only about 15 francs of 
0.9 grain were now needed to make 
a dollar, and his 15,000 francs were 
suddenly worth about $1,000. Need- 
less to say, our French friend could 
now afford to buy his American car. 
Many other Frenchmen hastened to 
avail themselves of the American 
bargains offered through this de- 
valution process; they sold their 
gold to us for our goods at these 
bargain exchange rates. 

Much of the gold that flows to 


the United States, then, comes in 
payment for merchandise or for the 
purchase of securities, but this gold 
does not reach private hands. What 
usually happens? The gold is taken 
by Treasury officials, who issue gold 
certificates dollar for dollar (but in 
$10,000 notes) against it to the 
Federal Reserve Banks, who in turn 
issue Federal Reserve notes or write 
up deposit credits against the gold 
certificates to the importer’s bank, 
which in turn issues the Federal 
Reserve notes or allows deposit 
credits to the original seller of the 
merchandise or securities. It is 
literally a game of “passing the 
buck,” with the Treasury keeping 
the gold, the Federal Reserve Banks 
keeping the gold certificates, the 
local bank acting as intermediary, 
and the seller enjoying the purchas- 
ing power just as much as if he 
actually had possession of the gold. 
Thus it is evident that this gold is 
not at all useless but is merely cir- 
culating by proxy in a form that is 
more convenient for the public than 
if the metal itself were passed from 
hand to hand. In short, the actual 
physical location of the gold is un- 
important, so long as we know it is 
somewhere. Incidentally, only about 
30 per cent of it is at Fort Knox, 
Kentucky, anyway; the rest is at 
Denver, New York, and Washing- 
ton. 

Have there been times when it 
seemed obvious to the casual ob- 
server that our gold was a burden? 
Yes, five years ago the Treasury 
became greatly worried over the 
rapid accumulation of gold and 
feared it might pave the way for a 
dangerous expansion of loans by 
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banks. This is the line of its reason- 
ing: Federal Reserve Banks are 
fundamentally bankers’ banks. They 
may lend two to three times the 
amount of their holdings of gold 
certificates in Federal Reserve notes 
or deposits to member banks. These 
member banks in turn may lend 
several times the amount of their 
deposits in the Federal Reserve 
Banks to customers, so that a $10,- 
000 gold certificate in a Federal Re- 
serve Bank may support in inverted 
pyramid fashion several times that 
amount in loans to _ individuals. 
Herein lies the real danger, in the 
minds of many, of this avalanche ot 
gold, namely, that it will pave the 
way for a disastrous inflation as 
soon as business confidence returns 
and business men start borrowing 
again. Because of this possibility, 
in 1936 the government ordered 
some of the gold “sterilized.” That 
meant that the Treasury bought the 
incoming gold with bonds instead of 
gold certificates and these bonds 
could not be used for pyramiding 
credit. But the public, of course, 
had to pay taxes to pay interest on 
the bonds to keep the gold out of 
trouble. In that instance the gold 
appeared most useless to the aver- 
age man. Since then, whether wisely 
or not, this gold has been “desteri- 
lized.” Needless to say, if the situa- 
tion in 1936 when the country had 
about $11 billions of gold seemed to 
threaten inflation, the prospect today 
with $22 billions is much more 
dangerous. 

There are numerous schools of 
thought regarding the future of our 
gold supply. Nearly all are in agree- 
ment that, unless precautions are 


taken early, the gold may serve as |j7 
a base for an enormous credit ex- |}» 


pansion. Some regard it as inevi- 
table and imminent; others think it 
unlikely unless business picks up 


tremendously or we become deeply I 


involved in the great World War. 
Most of them believe gold will affect 


our economic future in other ways. | 


Four in particular have received 
considerable publicity in recent 
months. 

Harry Scherman, 
book entitled “The Real Danger in 
Our Gold,” feels that the danger in 
our gold accumulations is further 
devaluation of the dollar. He points 
out that when we reduced the size of 
the dollar from 23.22 grains to 13.71 
grains we made $6.8 billions out 
of what was formerly $4 billions. 
To make sure that the government 
and not individuals got the profit of 
$2.8 billions, the government ordered 
all gold to be turned in and ex- 
changed for paper dollars or credits 
and prohibited the hoarding of gold 
by individuals. This unusual law 
still operates. Furthermore, the 
President still has authority to cut 
the present dollar by about one 
sixth, which power, with our present 
holdings of $22 billions in gold, pro- 
vides the possibility of another $3.7 
billions profit overnight. 

What Mr. Scherman fears is that 
a weak Congress, faced with the 
prospect of a $65 billion national 
debt and a growing need for econ- 
omy on the one hand, and strong 
pressure groups opposing economies 
at their own expense on the other 
hand, might attempt to escape the 
dilemma by further devaluation of 
this great government hoard of gold 


author of a | 
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dollars. The government could, for 
example, declare the new dollar to 
be 3.43 grains and, presto, have $88 
billions instead of $22 billions! With 
the $66 billions of profit the national 
debt could be paid off and the $22 
billions of gold backing up our 
money and credit would still be 
there. Devaluation of this sort 
would be nothing new in monetary 
history, for it was the common 
method by which governments 
gained additional revenues before 
paper money was originated two 
and a half centuries ago. It is well 
to remember that although govern- 
ments, like individuals, go into debt, 
governments do not go into bank- 
ruptcy—at least not in the obvious 
way that individuals do. The dif- 
ference is that an individual may 
pay off, say 10 cents on the dollar, 
but a government simply inflates or 
devalues and pays off in 10-cent 
dollars. 

Mr. Scherman recommends that 
gold should once more be made 
available to the people, who will 
then be in a position to draw it out 
of banks and hoard it if they fear 
governmental tinkering with the 
money. The very fact that the 
people can do so will make such 
sleight-of-hand tricks less likely and 
the money safer. That was the 
fundamental reason for the old 
gold-standard provision that all 
moneys were to be redeemable in 
‘gold. There was good historical 
reason for this safeguard, and its 
repeal was a serious mistake. 

A second school of thought de- 
clares that the gold standard is ex- 
tinct and that what Uncle Sam is 
buying is a gold brick none the less, 


even though the brick really is gold. 
Or do you follow that? To change 
the metaphor, our gold accumulation 
is just a huge white—no, yellow— 
elephant. Professors Frank D. Gra- 
ham of Princeton University and 
Charles R. Whittlesey of the Uni- 
versity of Pennsylvania present this 
view in their book, The Golden 
Avalanche. They point out that “the 
history of money has shown an 
almost unbroken evolution from 
commonplace, concrete and simple 
forms to the representative, incor- 
poreal and abstract.” In other 
words, people once used tobacco and 
beaver skins, which were useful in 
themselves; now they use checks to 
transfer bank deposits. These au- 
thors add that silver was once as 
important a money metal as gold, 
but that today it serves as the stand- 
ard in no country in the world, hay- 
ing gone out of style in the 19th 
century. To their way of thinking, 
the money of the future will be a 
“managed currency,’—paper money, 
which can be printed more cheaply 
than gold can be dug out of the 
ground, but whose circulation will 
be limited by the needs of trade as 
determined by a government com- 
mission. In other words, if our 
medium of exchange does not need 
to have value in itself, but acquires 
value merely from the fact that the 
supply of it is limited, which can be 
done satisfactorily by the govern- 
ment, then there is no need to make 
money out of expensive stuff like 
gold, when paper will do. But many 
economists are as yet unwilling to 
grant that gold has outlived its use- 
fulness. So long as people’s faith 
in gold is greater than their faith in 
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a politically regulated money supply, 
gold is likely to remain important 
in the world financial scheme. 

A third school of thought has 
swallowed, hook, line and sinker, 
the declaration of Hitler’s Finance 
Minister, Herr Walther Funk, who 
announced that after the war was 
over, the United States would find 
gold useless, for the rest of the 
world would carry on with new 
methods. However, I have yet to 
hear that Germany has repealed the 
death penalty for smuggling this 
useless metal out of Germany. The 
intimation is that German’s barter 
methods may replace the use of gold 
as the international medium of ex- 
change. Frankly, I cannot become 
in the least worried over this pros- 
pect. It is as likely to succeed as 
Gandhi’s campaign to replace textile 
machinery with the spinning wheel. 
It is as plausible as making fire with 
a bow when matches are handy. It 
is as probable as your trading the 
book you write, the bricks you lay, 
or the law cases you handle, directly 
for the hardware and groceries you 
buy. You infinitely prefer to have a 
medium of exchange, some com- 
mon denominator for measuring the 
value of these goods and services. 
Some international medium of ex- 
change, you may be sure, will be 
devised. in a reconstructed world. 
And gold will come up for serious 
consideration because the world has 
known and trusted it for centuries. 
If England wins the war, she will 
want to make use of the 750 mil- 
lions of dollars a year of gold pro- 
duced in South Africa, Canada, 
and other parts of her empire. If 
Germany wins, I hazard the guess 


that she will immediately demand 
huge reparations payable in gold— 
seemingly an established custom 
after modern wars. An inventory 
of France’s supply of gold and se- 
curities in banks is already under 
way. No, barter is entirely too 
archaic for this modern world. 

The fourth school of thought is 
more conservative and takes the 
long-run attitude that gold will con- 
tinue to be the basis of monetary 
systems for many centuries to come, 
and that we would do best to follow 
our present course of buying it in 
unlimited quantities at $35 an ounce. © 
Professor E. W. Kemmerer of 
Princeton University represents this 
belief. In a recent article entitled 
“Our Present Gold Problem,” he 
points out that the world’s produc- 
tion of gold has had periods of 
rapid growth before. In the decade 
1841 to 1850, the supply increased 
170 per cent, owing to the gold dis- 
coveries of that era in California 
and elsewhere, and in the decade 
1891 to 1900, it increased 98 per 
cent, because of further gold dis- 
coveries and cheaper methods of re- 
fining gold. In contrast, the increase 
in the past decade 1930 to 1939 was 
only about 65 per cent. Further- 
more, just before that period, as has 
been mentioned, some experts were 
worried over the shortage of gold 
because of the decline in the world’s 
gold production in the preceding 15 
years. If we stand off from our gold 
problem and view it in perspective, 
we may come to the conclusion that 
the gold supply is like the rain sup- 
ply and many other necessary things 
in this uncertain world that are 
doled out in unequal amounts; we 
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do not want to dispense with them, 
but we do wish we could regulate 
their flow somewhat. 

At this point it may be well to 
answer an objection that has fre- 
quently been raised, namely, that 
never before has one nation gained 
control of 70 per cent of the world’s 
gold supply. Possibly not in just the 
way that this country has; after all, 
history does not repeat itself down 
to the last detail. But history often 
does repeat a general pattern. Alex- 
ander Del Mar in his book Money 
and Civilization shows that the con- 
tribution of American gold and 
silver mines to the world’s supply 
of precious metals increased that 
supply by 70 per cent between 1492 
and 1552. The American mines were 
by far the most important in the 
world and most of their output was 
distributed to the world through 
Spain. Romance to the contrary, 
English freebooters waylaid but a 
small fraction of it. Moreover, 
Spain continued to hold this para- 
mount position for several centuries. 

To cite another example, this 
country increased her gold holdings 
from 23 per cent of the world’s 
supply in 1914 to 46 per cent in 
1924, and then saw her share drop 
to 37 per cent in 1928. Furthermore, 
it should not be overlooked that the 
British Empire, the only country 
whose international trade exceeds 
ours, produces over half the present 
annual output of gold and could 
equal our enormous holdings in 30 
years at the present rate of produc- 
tion, without counting what it now 
has. And finally, gold is after all 
just a commodity like anything else, 
and there are numerous instances 


of single nations that possess the 
bulk of a commodity and yet sell it 
to others: Canada in 1936 pro- 
duced 56 per cent of the world’s 
asbestos and 87 per cent of the 
world’s nickel, and the United 
States, 60 per cent of its petroleum. 
Yet these commodities continued to 
be bought by other nations. I repeat, 
gold is a commodity; in fact, it is 
normally a fairly active commodity 
because it is not an end of ex- 
change but a medium of exchange. 
Given a normal world again, it will 
be traded actively like anything else. 

Meanwhile, what can we do to 
protect ourselves against the ill 
effects of the present cloudburst of 
the yellow metal? A gold inflation, 
with all the disturbing consequences 
of any inflation, is widely recog- 
nized as being a distinct danger. We 
already have enough gold for a long 
time to come, but can we stop ac- 
quiring it? To change the meta- 
phor again, we have a bear by the 
tail; how are we going to let go 
safely? A number of ways have 
been suggested. 

One is that the government re- 
duce the price of gold below $35, 
either directly by law or indirectly 
by levying a tax on gold. It is con- 
tended that this would do no harm, 
since prices have not risen greatly 
since the mint price of gold was 
pushed up from $20.67 to $35. But 
a small reduction in the mint price 
of the present large stock would 
quickly wipe out the government’s 
profit of $2.8 billions, which was 
obtained by marking up the value 
of only a third as much gold as we 
now have. Such a reduction might 
precipitate a gold panic and cause 
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the various warring nations of the 
world to dump nearly all their hold- 
ings on us now before we cut the 
price further. Moreover, it is ques- 
tionable whether such a law could 
be put through Congress, where 
certain agricultural and other in- 
flationary interests who favored the 
original devaluation act would pro- 
test vigorously against the undoing 
of their monumental work. 

Another suggestion is that the 
government cease buying gold alto- 
gether. This plan would encounter 
some of the same difficulties outlined 
above. Moreover, it would make it 
harder for England to purchase war 
supplies in this country under pres- 
ent laws, and I wonder whether the 
gold we receive would not be better 
than the paper I.0.U.’s which we 
would soon have to accept if we 
continued to support England. 

Still another proposal is that gold 
production be limited by some inter- 
national agreement, the idea being 
to reduce the $1.4 billions of gold 
now mined each year. Such agree- 
ments involving sugar, rubber, tin, 
and many other commodities have 
almost always broken down in the 
past. Not everyone joins in the 
. agreement; those countries left out 
usually increase production; and 
the nations in the agreement find 
their self-denial is doing them little 
good but is yielding their rivals 
much profit. Another objection to 
the proposal of international limita- 
tion of gold production is that much 
of the gold coming to us is from the 
treasuries of other nations and this 
would not be affected. Any attempt 
to limit our purchases to a certain 
amount annually would badly upset 


foreign trade, as already indicated, 
because it would probably result 
in periodical cessations of gold 
purchases. 

A fourth remedy is to “sterilize” 
our gold again. This process has 
already been described. It is effec- 
tive, but expensive, because it in- 
volves paying interest on bonds sold 
to “plow up” gold, that is, to keep it | 
from circulating by proxy in any | 
way. Moreover, it would make as 
good a story as killing the little 
pigs, and so would be politically 
unpopular. 

A fifth way to accomplish the 
same end would be for Congress to 
pass a law to raise the gold-certi- 
ficate reserve requirements for Fed- 
eral Reserve notes and deposits, or 
the reserve requirements for mem- 
ber bank deposits, or both. The 
higher these requirements, the less 
credit expansion can be built on 
each gold dollar. Admittedly, this 
is only a more subtle way of 
“plowing up” the gold. 

A sixth remedy is to put some 
of the gold into circulation. Al- 
though our supply of circulating 
money is over eight billion dollars, 
about one billion is in change and 
another is in bills of small denomi- 
nation. Gold could be used in place 
of $5, $10, $20 and perhaps $50 
bills, although the $5 pieces would 
be very small and the $50 pieces too 
large. The present total of these 
bills is over $4 billions. However, 
the carrying of gold in the past has 
proved to be inconvenient and paper 
bills found preferable. The old $5 
gold piece looked very much like a 
new copper penny, and it was too 
easy to make a $4.99 mistake. 


OPINION AND COMMENT 9 


My own sympathies are with Mr. - 
Harry Scherman’s and Professor 


E. W. Kemmerer’s viewpoints. The 
sooner that gold is given back to the 


_ people to take if they want it, the 


less likely is further devaluation or 
tinkering with our money supply. 


_ Most authorities estimate that only 
~ $250,000,000 to $600,000,000, a small 


fraction of our 
would be put 


$22,000,000,000, 


into circulation. 


_ Maybe! My own guess is that con- 
_ siderably more might be taken out 
and hoarded. This is a dangerous 
_ world we live in today, and it is a 


world in which people at home and 


_ abroad are being taught greater and 
greater distrust of one another, of 
_ their 


governments, and of the 


future. But if people could have a 


small hoard of gold, they would 


not need to trust anyone for that. 


In times of war and uncertainty, 
there are only a few things “as good 
as gold.” 

I doubt whether it is now possible 
to “un-devalue” our gold dollar. The 
price should not have been set so 


high, but the damage has been done. 
But we can let the public have 


access to the gold, and thus reduce 
somewhat the chances of further 
tinkering with our money. Also, 
some of this more accessible gold 
might flow abroad into foreign 
hoards and that would tend to re- 
lieve the inflation pressure here. 


Finally, we can limit expansion by 
urging Congress to raise various re- 
serve requirements so that, in the 
event of a credit expansion, each 
piece of gold can do less harm. 

As for reducing our gold supply, 
its size is to a considerable extent 
a sign of the times—a proof on a 
large scale that in an era of un- 
certainty people will put their faith 
in gold and put that gold in the 
relatively safest place, which hap- 
pens to be this country. After the 
world crisis has passed and our 
new Napoleon has met his Water- 
loo, I believe gold will resume its 
old place in the world, a place ac- 
quired after centuries of experi- 
ments with many kinds of money. 
That some lessons will be learned 
in the meantime, I do not doubt, but 
I suspect one of them will be that a 
gold standard is still the best. 

And now, one last thought. Every 
time a nation has “abandoned” the 
gold standard in the last few years 
it has in a strong sense affirmed its 
high opinion of gold, for abandoning 
the gold standard has consisted of 
refusing to pay gold for notes, and 
the reason usually has been that the 
gold would all be withdrawn. Why 
do nations fear to lose the gold, 
unless they still think it valuable? 
And if others continue to value gold, 
why do we need to worry about 
having so much? 
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Will Labor Costs Rise With a 


Business Upswing? 


P. D. CoNnveRSE 


Department of Business Organization and Operation 
University of Illinois 


URING the past few years the 
D newspapers have carried 
many stories of higher wage 

rates and of shorter working hours. 
The average reader probably as- 
sumed that, since wage rates were 
higher, labor costs would rise and 
increased prices were inevitable. 
However, he did not notice any 
marked increase in prices. If, be- 
coming curious, he had started out 
to visit employers and ask them to 
tell him what had happened, he 
would have found that in many cases 
wage costs had actually decreased. 
The director of one of our great 
trunk line railroads says that in 
spite of all the feather cushions pro- 
vided (such as arbitrary payments 
for overtime, and rules requiring 
the hiring of more men than are 
needed to operate trains), the unit 
labor cost for his road has declined. 
A large wholesaler says that, in spite 
of the highest wages and shortest 
hours in the history of his company, 
unit labor costs are the lowest in 
more than twenty years and this 
without the addition of any new 
mechanical devices. The manager 
of a mail-order house says that he 
has raised wages and lowered oper- 
ating costs. A chain store operator 
says that wages of store workers 
were recently raised in some of the 


states in which the chain operates 
but that the increase in expenses of 
the stores in these states was 
scarcely noticeable. One state raised 
minimum wages for women workers 
and the variety stores gave their 
girls more feet of counter space to 
tend and employed prettier girls. 
One such store in this same state is 
experimenting with the self-serve 
method of operation. A textile mill 
operator says that he has been 
spending several hundred thousand 
dollars annually to replace machines 
that were still in good operating 
condition. Owing to the relatively 
high wage rates and the relatively 
low interest rates, the outlay for 
such machines could be amortized 
in from three to five years. 

The business men visited do not 
speak of higher labor costs. They 
talk about higher hourly wage rates, 
about minimum wages that force 
them to discharge the workers of 
low ability and those slowing up be- 
cause of age, and about constant or 
lower labor costs per unit of 
product. The inquirer begins to 
wonder how labor costs can be kept 
stationary or reduced in the pres- 
ence of higher wage scales. 

The business man explains that 
the law of supply and demand 
means that if the price of an article 
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goes up, the consumer will use less 
of it, and if the price goes down, 
he will buy more of it. He adds that 
there is no reason why the buyer of 


labor should act any differently 


from the buyers of other services 
and goods. The law of supply and 
demand is one that legislatures are 
“ not able to repeal. 

It thus becomes clear that if labor 
costs have not shown the increase 
which might have been expected 
when wage scales rose, employers 
must have found methods of in- 
creasing the average output per 
worker. Investigation shows that 
such has been the case. 

The introduction of labor-saving 
machinery is the method most often 
mentioned to economize on labor 
when wage rates are raised. Much 
of the reduction in labor in coal 
mines is attributable to the increased 
use of loading machines. The rail- 
roads are using larger and faster 
locomotives. As their volume of 
traffic declined, they retired their 
smaller locomotives. The average 
revenue load of freight trains in- 
creased from 784 tons in 1930 to 
813 tons in 1939, and the average 
speed of these trains increased from 
13.8 to 16.7 miles per hour. Im- 
proved machines and tools were 
introduced elsewhere, such, for ex- 
ample, as those used in tamping 
ballast. Section crews are now often 
one-third or one-half the former 
size. At least one major system has 
almost entirely replaced section 
crews with larger traveling crews 
which repair the track periodically. 

The introduction of labor-saving 
machines has also been stimulated 
by low interest rates. For several 


years, banks have been begging fi- 
nancially sound companies to bor- 
row at 2 and 3 per cent, and prime 
commercial paper has been quoted 
at a fraction of one per cent. In- 
creased wage scales and low interest 
rates have led factories to replace 
machines that were still in good 
working condition, because they 
could do so and amortize the cost 
in a few years. The original cost 
of improved machines may be more 
than, less than, or the same as that 
of the old machines. 

An increase in wage rates natu- 
rally causes employers to economize 
on labor. When the number of 
workers is decreased, the least effi- 
cient workers are usually laid off 
first. 
of those employed is raised, and this 
increase in efficiency helps to reduce 
unit labor costs. Workers vary 
greatly in ability. Some are faster, 
some more skillful, some more de- 
pendable, some more willing. Higher 
wages attract better workers. 

Furthermore, reorganization of 
work often reduces the number of 
workers required to do a given 
amount of work. Methods may be 
changed, duties may be reassigned, 
and some operations may be elim- 
inated altogether. Larger tasks may 
be assigned to workers. Shorter 
hours enable men to work harder. 
A company may go on year after 
year doing things in the same way, 
but when faced with a rise in wages 
it may study its operations and dis- 
cover ways of economizing on labor. 
The foreman of a wholesale house 
recently estimated that the quantity 
of goods handled per man had al- 
most quadrupled in the past fifteen 


Thus the average efficiency - 
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years. The volume of goods handled 
had increased considerably more 
than 300 per cent, whereas the num- 
ber of workers had decreased 7 per 
cent, and this in spite of a reduction 
of 10 per cent in the length of the 
work week. The increased output 
per man was attributed to: (1) a 
better morale among the men; 
(2) an improved system of handling 
the work; (3) the employing of 
better men; and (4) better equip- 
ment—more skids and the purchas- 
ing of a tiering machine. The men 
earn much more than the union 
scale. Many of them work on a 
piece-rate basis. The foreman’s 
philosophy of building morale is: 
“If we work out a way to save a 
dollar, the men should have half 
Gieit 

There is a great variation in the 
productivity of workers under dif- 
ferent conditions of employment. If 
jobs are plentiful, many workers 
will loaf, knowing that if they lose 
their jobs, they can secure others. 
But if jobs are scarce, they will 
work harder to hold their jobs. 
When sales decrease or when new 
machines or new methods are 
adopted, some workers are dis- 
charged. Each worker hopes to be 
kept, and consequently works 
harder. The result is increased out- 
put per worker. During periods of 
labor shortage, the reverse is true. 
In the late summer of 1918, a ware- 
house foreman said that the cost of 
handling goods through the ware- 
house had doubled in the preceding 
year, increasing from 22 to 44 cents 
per ton. He held the increase in 
wages which had occurred respon- 


sible for only a minor part of the 
rise in labor costs. The quality of 
men employed may have declined 
slightly, but the foreman felt that 
the principal cause of the increased 
unit cost was “soldiering” by the 
men. “They know that if they lose 
their jobs, there are a dozen other 
jobs to be had for the asking.” “I 
can’t bawl them out for soldiering 
or they’ll quit. I have to pay them 
every night and (figuratively) give 
them a bouquet of roses when they 
leave and then I don’t know how 
many will be back in the morning.” 

Efficiency goes up as the rate of 
labor turnover goes down. There are 
fewer new workers to train. Eff- 
ciency increases with experience. 
When jobs are scarce, labor turn- 
over drops. A large wholesale house 
now pays the highest wages in its 
history and the workers have 
shorter hours than ever before, yet 
the company has the lowest unit 
labor cost that it has had for many 
years. The total labor costs (includ- 
ing executive salaries) have been as 
follows: 


Labor Cost 

in Cents per 
Year Invoice Line 
LOZ SrerstevansualtsPoustaayahel'es susicrssstetere(evsierenetete 25.0 
OA eS Ay ROCIO CHT ODO OUT OOo Stn 4.9 
1930 Decrease in sales volume..... 27.0 
1931 Decrease in sales volume..... 27.6 
1932 Number of workers reduced.. 26.8 
teae 40 hour week introduced..... aie 

secapsveveiace ave byeinle/wleipols wate isre Biecetae 23. 

1935 save! stole ee s/e0va) sy austmersi ce reraverctaretet 22.7 
LOSG inci srovaicousiave cree aterotrenrera ete rtete 22.4 
wae Wages increased 10 per cent.. 23.0 
TOS. Sirore case evote ciataierateracere cobeterctere erated 22.5 
LICK UR Ge Micon Roc OCDE AG COO OST SE 21.0 


The lowered labor cost is attri- 
buted by the president to a reduced 
labor turnover and the better class 
of labor obtainable at the higher 
wage rate. “We use much unskilled 
or semiskilled labor. In the old days, 
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many men would be hired and work 
half a day, a day, or a week and 
decide they didn’t like the work and 
quit and get jobs elsewhere. Today, 
the men know that they cannot get 
other jobs and so they stick; and 
knowing that they cannot get other 
employment, they work hard to hold 
their present jobs. In the old days, 
our labor turnover was often 80 per 
cent a year although three-fourths 
of our employees were permanent. 
Today our turnover is only 15 per 
cent a year. Our ‘quits’ are largely 
from retirement and from girls re- 
signing to get married.” 

These illustrations may be inter- 
esting, but are they typical? Per- 
haps the companies interviewed 
happened to be ones with unusual 
records. Are there any broad statis- 
tical studies that will afford a 
sound basis of generalization? Yes, 
such studies are available. 

A recent report of the Brookings 
Institution shows that the number of 
employees in industry decreased 4.6 
per cent from 1928-29 to 1936-37. 
There was a slight increase in the 
number employed in manufacturing, 
a large increase in employment in 
the electric power industry, a sizable 
decrease in mining, and a large de- 
crease in railroading. Weekly wages 
of industrial workers dropped 10 per 
cent but, since the cost of living 
was declining, workers with jobs 
had a gain of 1.9 per cent in real 
wages. 

According to the Brookings re- 
port, the output of mines decreased 
3.5 per cent from 1928-29 to 1936-37, 
while the number of wage earners 
declined 8.7 per cent. Bituminous 


coal is one of the most important 
divisions of the mining industry. 
According to a study of the Indus- 
trial Research Department of the 
University of Pennsylvania, wages 
in this industry were raised 22 per 
cent and hours of work shortened 
1214 per cent in 1934. Wages were 
further raised by 8 per cent in 1935 
and by 12 per cent in 1937. From 
1929 to 1937, the production of 
bituminous coal increased 7 per 
cent, yet the total wages received 
by the miners declined 11 per cent 
and the number of workers in the 
mines was 1.2 per cent less than in 
1929. 

On the railroads, the number of 
workers has decreased faster than 
the volume of traffic. Railroad work- 
ers, already the highest paid in any 
industry of comparable size, had 
their average wages raised 10 per 
cent, from $1,714 to $1,886, between 
1929 and 1939. The number of 
hours worked decreased by 5 per 
cent. In this decade, the traffic 
handled (ton miles plus passenger 
miles) decreased 26 per cent, and 
the number of workers declined 34 
per cent. In spite of this drastic 
reduction in wage payments, 30 per 
cent of the mileage of Class I rail- 
roads is in the hands of receivers. 

Thus in manufacturing, mining, 
and railroading, the number of 
workers declined in the 1930’s. In 
manufacturing, the volume of goods 
manufactured increased. In mining 
and railroading, the volume of busi- 
ness declined, but the number of 
workers employed declined more 
than the volume of business. In the 
electric power industry, output in- 


———— 
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creased 141 per cent and the num- 
ber of workers increased 36 per 
cent from 1923-24 to 1936-37. In all 
these industries the output per 
worker increased. 

There is no satisfactory index of 
the volume of goods handled by 
wholesalers and retailers. It seems, 
however, that the number of work- 
ers in wholesaling declined nearly 
as much from 1929 to 1935 as did 
the volume of goods handled, while 
in retailing the number of workers 
appears to have declined less than 
the volume of goods sold. A con- 
siderable part of our retail business 
and a sizable portion of our whole- 
sale business is done by family- 
operated stores. In these stores there 
are no hired employees or they are 
relatively unimportant. The num- 
ber of workers in such stores can- 
not be materially reduced when 
business slumps. 

Another method of economizing 
on labor, unsatisfactory though it 
may seem, is suggested by the state- 
ment of the manager of a company 
which employs several hundred per- 
sons in “white-collar” jobs. “The 
biggest problem today is to get jobs 
for persons of low ability. When 
you need a man, you naturally hire 
the best man available. Business 
men are no different from others 
in this respect. They will hire those 
of low ability only when they can- 
not get men of high ability. We are 
still suffering from the World War, 
because we still have people on our 
payroll hired in 1917 and 1918 when 
we had to take people of relatively 
low ability. They simply cannot 
turn out the work of the people 


hired in later years when better 
workers were available. The only 
way to get jobs for the relatively 
inefficient is to increase the demand 
for labor so that business men will 
have to employ them.” 

The man with a job is better off 
than ever. Wages are high. Hours 
of work are short. Even when hours 
have been shortened so that weekly 
wages are not increased, lower liv- 
ing costs have resulted in higher 
real wages. Leisure is more plenti- 
ful than ever; vacations with pay 
are common; old-age pensions and 
unemployment compensation are be- 
ing provided; employers strive to 
give regular employment and some 
even guarantee steady employment 
throughout the year. On the other 
hand, the man without a job has 
found it extremely hard to get one. 
The inefficient have found that the 
relatively high minimum wages 
place employment beyond _ their 
reach. Many employers limit the 
number of extra or part-time work- 
ers because of the work involved in 
keeping social security records and 
the fear of being penalized in unem- 
ployment-compensation payments. 

Our greatest desire has been to 
help the low-paid workers. Mini- 
mum wages have been set to protect 
and raise the standard of living of 
those at the bottom of the scale. 
The higher wages have in fact made 
it impossible for many of these 
people to get jobs. If a worker 
cannot earn his pay, he cannot be 
hired. If law or union contract says 
that a man cannot work for less 
than a fixed amount, those who 
cannot earn this amount cannot 
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 work—at least not for those who 
must sell their wares for enough to 
meet payrolls. Minimum wages may 


explain why it is hard for older 


people to get jobs, especially in 
occupations requiring dexterity or 
physical strength. A manufacturer 
says that his company formerly 
made a practice of taking the older 
men and putting them on lighter 
work such as watchmen’s jobs. 
“Now we cannot employ them un- 
less they are worth the full wage 
and so have to let them go.” Are 
these men happier working, or loaf- 
ing and living off relatives or relief? 

To use another illustration, a man 
operated a grocery and general store 
with the help of his wife and three 
women employees. The women 
could earn their salaries as long as 
they could work the same hours as 
the owners, but when the state 
passed a law limiting the hours 
which women could work, the mer- 
chant let the three women go. He 
says: “They were worth their wages 
- when they could work as long as 
we, but they couldn’t earn them 
working eight hours a day. We had 
to give up some business when we 
let them go, but we couldn’t afford 
to keep them.” Thus three workers 
who had been supra-marginal be- 
came sub-marginal. 

Many people do not like to talk 
about this aspect of employment. 
But not talking about it does not 
change the fact that many workers 
are sub-marginal at present wage 
rates and price levels. The present 
solution of putting them on govern- 
ment-subsidized projects forces the 
taxpayers to pay a considerable part 


of their wages. It might be better to 
lower minimum wages or to allow 
longer working hours. With longer 
hours than allowed on these relief or 
“make-work” jobs, many of them 
could earn as much or more than 
they do in these frequently non- 
productive activities. There is little 
doubt that the work they would do 
would be more valuable. Some of 
the government-aided projects have 
been decidedly worth-while, but 
others have been of relatively little 
social benefit. Work for which peo- 
ple will pay by purchases of 
products on the market (or from 
locally imposed taxes) is likely to 
be more useful. Besides, workers 
employed on such tasks would have 


more self-respect. 


If industrial activity increases, it 
seems inevitable that workers of 
lower ability will have to be hired. 
If a million or more young men are 
kept under arms, these men will be 
kept out of industrial employment. 
Some of the men in military camps— 
will come from the ranks of the 
unemployed, but some would other- 
wise be employed in industry. This 
will mean that some of the more 
efficient workers will be lost to in- 
dustry, hence the scale of ability 
necessary to secure jobs will be 
lowered. The situation will be fine 
for those who are enabled to get 
jobs but it will raise labor costs. If 
industrial and military activity in- 
creases greatly, workers of consid- 
erably lower ability may have to be 
hired, with a corresponding increase 
in labor costs. If jobs become plen- 
tiful, we may expect more loafing, 
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and an increased rate of labor turn- 
over, which will also increase labor 
costs. It remains to be seen whether 
such a situation will develop within 
the next few years. 

From the standpoint of the work- 
ers, with higher labor costs per unit 
of output there will come a tendency 


toward higher prices. Those who 
have steady employment may ex- 
perience a decline in real wages due 
to an increase in the cost of living. 
On the other hand, those who are 
now unemployed and want to work 
will be benefited by the increase in 
available jobs. 


‘The Theory of Economic Planning 


CLAUDE D. BALDWIN 


Department of Economics and Business Administration 
West Virginia University 


HE TERM “planned economy” 

| seems to be a comparatively 
recent addition to the vocabu- 

lary, the name having first appeared 
in German literature (Planwirt- 
schaft) in 1919. With the onslaught 
of the past depression and the im- 
mediacy of war, proposals for eco- 
nomic planning—industrial conscrip- 
tion—have fairly deluged the public. 
If we may judge from the avidity 
with which the idea of planning has 
been seized upon by various groups 
—including the offering of courses 
of instruction in economic planning 
in certain universities—it may be 
assumed that even if we are not all 
socialists now, we are at least all 
“planners.” So hearty has been the 
reception of the idea of economic 
and social planning that the onus of 
proof seems to have shifted from 
the “planners” to the “anti-plan- 
ners.” Proponents of the idea of 
economic planning include besides 
the Socialists and the Communists, 


who belatedly incorporated planning 
in their respective programs, such 
groups as the technocrats and the 
remainder of that heterogeneous 
school which has proposed the ex- 
tension of the state’s control over 
the economic and social spheres for 
the purpose of ameliorating certain 
glaring defects in the present capi- 
talist economy. Whether all these 
persons should be called “economic 
planners” is a matter of definition, 
but it seems bold to lump all the 
multifarious ideas advocated by 
them into a single category. More- 
over, although contributions on both 
sides of the question are innumer- 
able, they display an inadequate 
appreciation of the problems which 
confront the world today. 

A few misconceptions about the 
nature and the implications of eco- 
nomic planning should perhaps be 
dissipated before attention is called 
to some specific problems that re- 
main unsettled. One fallacy that 
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seems to have pervaded the thinking 
on the subject of planning is in re- 
gard to the nature of planning itself. 
It is generally agreed that to plan 
is to be purposive, to set a goal 
toward which one shall progress; 
but this broad meaning of the term 
is scarcely useful for a discussion 
of less philosophical nature than 
the metaphysics of being. To limit 
the discussion, the adjective ‘“eco- 
nomic” is used here to character- 
ize the type of planning to be con- 
sidered. To plan economically one 
must arrange the resources at his 
disposal in such a way as to equalize 
the marginal intensities of wants in 
all directions; or, in other words, 
the scarce supply of resources must 
be allocated among alternative uses 
in such a way as to equalize their 
marginal productivities. In some- 
what less technical language, eco- 
nomic planning implies the arrange- 
ment or allocation of the scarce 
resources that are available (i.e., 
land, labor, capital, and business 
management) in such a way as to 
produce those commodities and 
services for which we, as consum- 
ers, have the greatest desire; it 
implies that we shall not produce 
things which go to satisfy wants of 
a lesser urgency (for example, 
yachts) until we have first satisfied 
those wants of higher intensity 
(presumably food, clothing, and 
shelter for everyone). Ideally, all 
wants should be satisfied to an equal 
degree of intensity, or until marginal 
intensities are equal—for example, 
the satisfaction of human wants by 
a little addition to the output of 
bread is to be compared with the 
satisfaction enjoyed by a small addi- 


. posal of the state. 


tion to the number of shoes, suits, 
dresses, etc. To satisfy wants of 
lesser urgency before those of 
greater urgency would be irrational 
both for society and for an indi- 
vidual. Obviously, individuals, as 
well as a nation, would be open to 
this charge if they spent their in- 
comes on frivolous items while they 
had insufficient food, clothing, shel- 
ter, and other necessities. It is 
apparent, however, that for different 
individuals, or for different soci- 
eties, the scale of wants is different; 
this “scale of wants” really implies 
the same thing as the end or ob- 
jective of human endeavor. It is 
toward these objectives, whatever 
they may be, that economic planning 
presumably is to be directed. 

One may well ask, do not indi- 
viduals, firms, and even whole in- 
dustries plan economically according 
to this definition? The answer is 
yes, they do. Yet there is no indi- 
cation that it is not the state which 
is generally contemplated as the 
agency to perform the planning 
duties. When the state is intro- 
duced as the agency which most 
persons envisage as the proper au- 
thority to carry on planning, eco- 
nomic planning becomes national 
planning of all the economic re- 
sources under the jurisdictional dis- 
Some persons 
are wont to call any state interfer- 
ence with the market mechanism in 


the interests of one group or another _ 


“economic planning.” This is a mis- 
take. At best such interferences 
may be called interventions; they 
fall short of economic planning, for 
the responsibility for such planning 
is not placed on the shoulders of the 
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authority which undertakes it. The 
boundary between intervention and 
economic planning as thus defined 
is often difficult to draw in any par- 
ticular circumstance. Nazi eco- 
nomics, Soviet communism, and per- 
haps even the NRA, tend in varying 
degrees to approach true planning. 
It is obvious, however, that in order 
for a state to plan economically— 
and this seems to be the desideratum 
of planning proposals—it must have 
the power of disposal over all the 
resources that it is to plan. Even 
though the state nominally declares 
that legal ownership shall remain 
with private individuals, any direc- 
tion by it of the allocation of re- 
sources through some agency, such 
as a planning authority, amounts to 
de facto ownership by the state. 
Furthermore, it seems an unneces- 
sary concession to private individ- 
uals to permit them to hold in form 
but not in substance the productive 
property of society, except their 
own labor power. If. planning is to 
be successful, it must, in one way 
or another, receive the support of 
these same individuals. It seems, 
therefore, that economic planning 
implies at least government control 
of the means of production, that is, 
those scarce resources which may be 
measured in quantitative terms of 
more or less: land, labor, and 
capital generally. 

“A second fallacy is the belief that 
once the state begins to plan, all 
economic ills will be remedied, and 
that our present problems are 
largely a result of poor capitalistic 
management, self-interestedness, 


“monopoly, and the rest. If only the 


all-powerful state is permitted to 


take over, the so-called “paradox of 
poverty in plenty” will miraculously 
disappear. 

Now there seem to be two sub- 
sidiary confusions inherent in this 
line of reasoning. In the first place, 
to some persons collectivist planning 
implies authoritarianism—dictator- 
ship. To these persons the economic, 
as well as the social, problems asso- 
ciated with our current system 
would be automatically decided by 
the dictator without regard to such 
niceties as “equalizing marginal pro- 
ductivities” of the factors of pro- 
duction, or “giving the people what 
they think they want,” and so on; 
through the employment of the un- 
limited power of sovereignty by an 
unscrupulous leader, such inconsist- 
encies as arise today could be 
abolished with that degree of rapid- 
ity which characterizes modern dic- 
tatorships. | A second subsidiary 
confusion is that which maintains 
that dictatorship need not be the 
necessary implication of state eco- 
nomic planning, but that even liber- 
tarian planning could greatly mini- 
mize the evils of the present 
system, if not abolish them, and the 
age of plenty would supersede the 
economy of scarcity. Given the ob- 
jective of maximizing the “general 
welfare,” a democratic state could 
plan our economic resources in such 
a way as to eradicate poverty. Thus 
the millennial era of superabund- 
ance (the technocratic era) could 
be effected, in which only the engi- 
neer need be consulted, and the 
economist would disappear from the 
face of the earth along with all 
other “parasites.” 

It matters little whether a dicta- 
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torship or a democracy carries on 
the planning so far as the problem 
of economizing our resources is 


- concerned—although it would make 


a considerable difference in other 


respects. Unfortunately there seems 
to be no indication that at present 
or in the immediately foreseeable 
'future we shall have attained a 


satiation of all the wants which 


human beings are capable of pos- 


sessing; and if there does not 


exist enough land, labor, and capital 
whereby all of these multiplying 
| wants may be completely satisfied, 


_ which are available. 


as much as one may dislike that 
idea, the economist must still be 
called upon as an advisor on mat- 


_ters of getting the most out of the 


least expenditure of those resources 
To economize 
means exactly that: to allocate our 
scarce means in order to satisfy 
alternative wants in such a way that 


those wants of highest intensity will 
_be satisfied before those of lesser 


intensity. 
It would be necessary, moreover, 


for a dictator or for a democratic 
planning authority to construct a 


“scale of wants’—ranging from 
those of highest to those of lowest 
intensity; for it is scarcely con- 
ceivable that all of the wants, even 
in these groups, could be completely 
satisfied with the limited amount of 
resources available. 

It is imperative in either case— 
dictatorship or democracy—that cal- 
culation be employed if those re- 
sources at a country’s disposal are 
to be allocated in a rational way and 
not wasted. The problem of allo- 
cating resources among alternative 
uses has been designated as the 


problem of economic calculation. In 
order to render this process of cal- 
culation feasible under any system 
—capitalism, socialism, communism, 
or planned economy—money seems 
essential as a simplifying device 
whereby dissimilar commodities may 
be compared and reduced to a com- 
mon denominator of value. The pro- 
posal, still frequently advanced in 
some communist circles, that money 
(“the root of all evil”) be abolished 
seems absurd; even Soviet Russia 
was forced to return to monetary 
calculations after the abortive 
“War” or “Natural Communism.” 

From the necessity for economic 
calculation in any type of system 
follows the further corollary, that 
the categories of rent, interest, and 
wages—perhaps profits—will reap- 
pear as costs of production in a 
planned economy, although they 
may not be called such. So long as 
it is necessary to economize land, 
labor, and capital, and so long as 
money remains an _ indispensable 
tool for calculation, the costs of 
producing any commodity must be 
compared with the price placed on 
that commodity, in order that for 
the whole community the price of 
the good will reflect the costs of 
other goods which might have been 
produced with the same resources. 

It has been asserted by some 
writers that the problem of eco- 
nomic calculation is insoluble under 
a planned economy; although in the 
writer’s opinion this too is a mis- 
conception, its importance warrants 
a separate consideration. The critics 
of socialism had maintained prior 
to the War of 1914-18 that the 
cardinal defects of socialism lay in 
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its political and ethical limitations, 
but that it could solve its economic 
problems in much the same way as 
does the present capitalist economy. 
In 1920, however, a broadside was 
hurled against the socialist pro- 
gram by Professor Ludwig v. Mises, 
who attempted to show that in the 
absence of a competitive market 
based upon private ownership of 
the means of production it would be 
impossible for a socialist community 
to discover the prices for the fac- 
tors of production, and, hence, it 
would be impossible for that society 
to allocate its resources rationally. 
Mises and the adherents of his 
school assert that in order for the 
state to plan the production of the 
correct amount of goods and serv- 
ices, it is necessary, first, that some 
valuation be placed on the factors 
of production—i.e., they must be 
priced. These prices or costs of 
production will then indicate 
whether too much of one good is 
being produced and not enough of 
another, since, if this be the case, 
the costs for the former will rise 
sharply and exceed what consumers 
would be willing to pay for the 
good. Second, they maintain that 
these costs can be discovered only 
by a process of bargaining in the 
market, where the buyers meet the 
sellers of the factors. Finally, the 
existence of a market, they say, pre- 
supposes private ownership, since, 
obviously, if the state were the only 
seller and the only buyer, no bar- 
gaining could exist. 

Opposed to this argument is the 
reasoning which indicates that in 
actual operation a planning author- 
ity, given the prices of consumption 


goods—either from a more or less 
free market for finished goods or 
from a “scale of preference” con- 
structed by the authority itself— 
could impute the prices of the fac- 
tors from those of the consumption 
goods and then proceed to use these 
prices as accounting costs which 
would be charged to the various 
industries using land, labor, and 
capital. The costing of the factors 
would proceed to establish that price 
for any grade of land or labor, and 
for capital which would just assure 
its full employment, no more, no 
less. By a series of successive ap- 
proximations the original estimates 
placed upon the factors in the form 
of opportunity-cost valuations could 
be revised up or down, as might be 
necessary: the valuation lowered if 
there existed a surplus of a factor, 
the estimate raised if there appeared 
to be a scarcity. For example, if 
the rate of interest were placed at 
five per cent by the original esti- 
mate, and, if it were observed that 
at that rate some of the capital re- 
mained idle for lack of those who 
could afford to use it (in view of the 
selling price of their finished prod- 
ucts in the consumers’ market), the 
original estimate was too high. Per- 
haps it should be reduced to four, 
three, or even one per cent, depend- 
ing on the capital supply, so that at 
the new rate the available supply 
would be fully employed. This same 
process of costing could be carried 
on for the grades of land and of 
labor. 

The objection may still arise, of 
course, that in all likelihood this 
process of “trial and error” would 
not work in a planned system, and 
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| that the authority might choose to 
. disregard the fact that the resources 


were not fully employed; or that 


_ the state, entrenched in a monopo- 
_listic position, could flagrantly dis- 


regard the principles which have 


| been outlined. To this objection the 


only answer possible is that since 
' no planned economy has yet existed, 
_ neither the protagonist nor the an- 
' tagonist has proved or can prove his 
' case beyond question of a doubt. 
That these possibilities exist, in 
_ part at least, is perhaps evident. It 


| 


is true, however, that were the state 


to disregard this essential costing 
_ process, part of the factors would 
be unemployed. When it is remem- 


_bered that under the present system 


some ten million laborers are unem- 
ployed, capital lies idle in our banks 
and investment houses, and even 
land is not fully utilized, certainly 
one should not condemn a planning 
board too harshly for making errors 
in its original estimates. Perhaps 
full employment of all factors is an 
ideal unattainable by either a 
planned or a capitalist economy. It 
may be pointed out that while the 
planned economy, as compared with 
the capitalist economy, might aspire 


to a more flexible system wherein 


initial errors could be rectified with 
rapidity by the making of central- 
ized decisions, it might also involve 
an equal danger of rigidity, a 
bureaucratic reluctance to make al- 
terations when dynamic changes 
seemed to indicate the expediency, if 
not necessity, of doing so. Only 
actual experience could finally arbi- 
trate this issue, one way or the 
other. 

There seems no justification, how- 


ever, for the statement that the 
planners could completely ignore the 
significance of costs and prices. If 
by costs and prices are meant money 
costs and prices based upon an in- 
stitutional market, the statement 
(Mises’ and others), of course, is 
valid, but it does not mean anything. 
The true nature of price (and of 
cost) is simply the “terms on which 
alternatives are offered.” All costs 
are, therefore, the value of the re- 
sources which are devoted to the 
production of one commodity meas- 
ured in terms of the values forgone 
by not producing other commod- 
ities; the concept of alternative 
costs is more appropriate here than 
costs determined in a particular way 
—on a competitive market. Less 
technically, the cost of producing 
wheat on English garden plots and 
on golf courses (as seems to be the 
case in the present war) may be 
measured roughly by the value of 
the vegetables, flowers, and lawns— 
and perhaps the income from golf 
club members—forgone by the Eng- 
lish people. Granted that land used 
to produce garden products is, in 
normal peacetime, more valuable per 
acre than ordinary wheat land, we 
must not lose sight of the fact that 
the production of wheat is an al- 
ternative use of greater value today; 
it is rational, therefore, for the Eng- 
lish to plow under the garden in 
order to satisfy a want of greater 
urgency. But who would be so bold 
as to maintain that neither the 
British Government nor the English 
people realize the “cost” involved? 

Once the true nature of cost is 
understood, it becomes difficult to 
think that even a dictator, if he 
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wanted more airplanes more than 
more loaves of bread, could ignore 
the charge against the airplanes of 
the resources that flowed into their 
production, measured by the values 
of all alternative commodities, in- 
cluding bread, that might have been 
produced with the same resources. 
The conclusion on the matter of 
economic calculation may be stated 
as follows: A planned economy 
would necessarily economize re- 
sources used in the satisfying of 
wants; and this necessarily means 
that it would strive, consciously or 
unconsciously, to allocate its re- 
sources among the different want- 
satisfying uses in accord with the 
principles of marginalism. For the 
principles of marginalism are the 
logical, mathematical, and universal 
principles of economy. These prin- 
ciples will maximize the return from 
any resources, each conforming to 
the principle of diminishing returns, 
so that a greater total return is se- 
cured by apportioning the resources 
among the different alternatives 
than by devoting them exclusively to 
any one. This fundamental principle 
would in no way be changed by the 
replacement of individual market 
competition by collectivism, or by 


changing the form of economic or- 
ganization in any way whatever. 
Moreover, the theoretical and per- 
haps practical validity of the prin- 
ciples would be unaffected by any 
difference in the degree to which, as 
compared with capitalism, the 
planned economy allowed individ- 
uals to be the judges of their own 
wants and the means of satisfying 
them, or itself made these choices 
through some political agency. 

It seemed at first that Mises and 
his followers were attempting by 
purely theoretical arguments to 
prove some “impossibility” or “inner 
contradiction” in a planned econ- 
omy—and their methodological 
views would apparently support the 
feasibility of such an attempt. On 
closer examination, it is seen that 
the issue remains the same as that 
of the old capitalism-versus-social- 
ism debates, of the incentives to effi- 
ciency under socialism, the dangers 
of bureaucracy, and suchlike prob- 
lems. The conclusion is that eco- 
nomic theory as such offers no 
stumbling block to the attainment 
of a rationally planned system, but 
that attention should be devoted to 
the ethical and political implications 
of economic planning. 
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- Finding Jobs for Commerce Graduates 


W. C. Ross 


’ 


Department of Economics, University of Illinois 


(Secretary, Employment and Placement Committee) 


The recruiting of a well-qualified, 
capable, and loyal personnel is prob- 
ably the most vital factor in the 
_ success of any enterprise. The ob- 
taining of the position best suited 
to his own capacity and skills is 
_ obviously of utmost importance to 
the college graduate as he sets out 
. on a career in the business world. 
In order to be of real assistance 
_ both to industry and to its students, 
the College of Commerce has for 
many years maintained a placement 
| service designed to bring employer 
and prospective employee together. 
At present, this service is carried on 
under the general supervision of 
a committee representing various 
fields of interest. The secretary of 
the committee devotes half his time 
to his work in directing placements, 
and a full-time office assistant 
handles the details of registration 
and interviews. 

The aim of the placement service 
is primarily to aid seniors in making 
contacts with employers, to the end 
that as many graduates as possible 
of the College may be placed in 
positions for which they are pre- 
pared and at work in which they 
are interested. Students are urged 
to attend the University of Illinois, 
and although it is true that, strictly 
speaking, the College is under no 
obligation to secure jobs for them, 
we do feel that if we can-satisfac- 


torily place them in business or in- 
dustry, we are rendering a service 
not only to the graduates, but also 
to the companies that employ them, 
for many of these companies pay 
taxes which help to support the Uni- 
versity. 

Over a period of years, there has 
gradually been built up by the heads 
of the various departments in the 
College, in cooperation with the 
placement service, a long list of 
employers who have been and are 
interested in employing Illinois men. 
Some of these are heads of nation- 
ally known corporations who recruit 
graduates from many colleges each 
year; many direct enterprises which 
conduct business only within the 
State. We encourage all who care 
to do so to visit the campus, since 
in this way they can, in the course 
of a day or two, interview all 
qualified and interested prospects 
in the graduating class. For these 
personnel directors or managers who 
visit us, we provide whatever rooms 
may be necessary for personal talks 
with students, arrange a schedule of 
interviews, and furnish them in ad- 
vance with all personal data in re- 
gard to each applicant, including a 
photograph. 

Literally hundreds of letters are 
received each year from companies 
who do not choose to send a repre- 
sentative to the campus, but who 
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do want men for special jobs. These 
requests are handled as the pros- 
pective employer directs. Sometimes 
a notice is placed on the senior 
bulletin board, describing the nature 
of the job but omitting the name of 
the company; seniors who are quali- 
fied are instructed to make their 
own applications direct to the em- 
ployer. Sometimes, at the request 
of the employer, we send to him 
data sheets and photographs of 
those who are interested, and the 
employer takes the initiative in cor- 
responding with the men whose 
records and qualifications appeal to 
him. Some of the large corpora- 
tions which send representatives to 
the campus make definite appoint- 
ments months ahead; others do not 
notify us until their representative 
is in town. Some interview all men 
who are interested—sometimes as 
many as a hundred; others set up 
requirements that compel us to nar- 
row the group to as few as four or 
six men. Some representatives ask 
various members of the faculty for 
their opinions of the men _ inter- 
viewed; others look the men over 
and form their own opinions. 
What type of men do these com- 
panies want? Well, their require- 
ments vary widely. One company 
wants only those who have made 
really outstanding scholastic records, 
say a 4.5 average or better; another 
wants men with outstanding per- 
sonalities and would be afraid of 
those with the highest scholastic 
standings. Some want men who, by 
their outside activities, have shown 
“evidence of leadership.” Some 
want men “with American names” 
or “with farm background.” One 


wants men who are more than six | 
feet tall; another favors those who | 
have worked part of their way | 
through school. One very large cor- | 
poration deliberately selects men | 


with average scholastic standings, | 


and seldom takes a man of ex- | 
tremely high rank. The reason | 
given for this preference is that 
brilliant individuals are usually not 
satisfied to advance as slowly as 
this company deems necessary for — 
thorough training. 

Almost all the interviews are con- 
ducted on a friendly basis. Most 
personnel men try to leave a good 
impression of the company with the 
applicant, even though he is not 
qualified or does not fit into the jobs 
that are available. Once in a while, 
however, two or three representa- 
tives of a company in talking with 
one boy try to put on a little pres- 
sure to see how he will react, or to 
confuse him with a cross fire of 
questions. For instance, one stu- 
dent was asked, “You got some A’s, 
didn’t you? Why didn’t you get all 
A’s?” One boy, invited to Chicago 
for an interview with a high-pres- 
sure sales manager at the company’s 
expense, was ignored by the man- 
ager when he went into the inner . 
office. The sales manager, who was 
standing and looking out of a win- 
dow, finally said, “Who told you 
that you could sell anything?” He 
kept up this sort of talk until at 
last he remarked, “I think you never 
would make a salesman; you're yel- 
low.” The applicant, an excellent 
man, blew up. and said, “If you 
think it is physical, take off your 
coat!” That was all the manager 
wanted, and the applicant got the 


| 
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| job. This type of treatment, how- 
-ever, iS very rare. 


In many cases 
the company is being considered as 


carefully by the student as the stu- 
dent is by the company. 


While all the services of members 
of the faculty, and of the secretary 


of the placement committee, are 
given and all interviews arranged, 


of course, without cost to the stu- 


dent, there is, however, a charge of 


$2 for registration. 


This is, as 
nearly as it can be estimated, the 


actual cost of the fifty photographs, 
the fifty data sheets which are pre- 
pared for each student, and the 


mailing of this material. 


All per- 
sonal information is filled in by the 
student on a blank form provided 
for that purpose. The scholastic 
average is figured in the office. The 
information given is then gone over 
carefully, and finally typed by the 
office secretary to fill a single type- 
written page to good advantage, 
leaving room in the upper right- 
hand corner for a 2x3 photograph. 
Fifty copies are then mimeographed, 
and to each is attached a photo- 
graph which is made, for this pur- 
pose, by reducing a 4x6 glossy print 
of the senior picture taken for the 
Illio, the University annual. Thirty 
of these sheets are usually given at 
once to the student, since he is en- 
couraged to make as many contacts 
of his own as possible, and not to 
depend entirely on the placement 
service. The other twenty copies are 
retained in the office files to be 
shown to company representatives 
who visit the campus for inter- 
views; to be mailed to companies 
who may ask us to submit records 
of individuals qualified for certain 


jobs; or to be inspected by per- 
sonnel men who, in some cases, ask 
to go over the entire group of 
graduates in order to find men with 
special training or men from cer- 
tain districts in the State. 

What kinds of jobs do seniors 
want? Some want accounting, 
either public or private; others want 
sales work of many types, tangible, 
intangible, retail, and wholesale. In- 
dustrial management, personnel di- 
rection, and many other varieties of 
work could be listed among the po- 
sitions sought. Some graduates want 
positions in which they will receive 
training that may some day allow 
them to own and manage a business 
of their own. Many want jobs that 
will mean “security” for them. One 
student said, “I do not know just 
what kind of a job I want, but I do 
want one that will give me security. 
That is something my parents have 
never had.” In the minds of some 
there is a feeling that such security 
may be found in governmental work, 
but a far larger number try to ob- 
tain positions with large private cor- 
porations whose records show that 
when once a man obtains a position 
with them, and continually renders 
the best service of which he is 
capable, he becomes a fixture on the 
permanent payroll of the company. 
One boy was laughed at by a per- 
sonnel man when in an interview 
he inquired as to the pension pro- 
visions made for those who grew 
old in the service of the company; 
but another company representative, 
of whom the same question was 
asked, thought it entirely pertinent 
and an indication that the boy would 
stay on the job if employed. Some 
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students seek to obtain security by 
getting into a position in which they 
may run their own business; some 
favor a connection with a large 
company for greater opportunity in 
the “long run”; others prefer 
smaller companies so that they may 
not become lost in a big organiza- 
tion and may hope for more rapid 
advancement. 

A few of the seniors come to their 
last year and still do not know what 
they want to do. Some of these men 
have realized the need for a college 
education and have, for the most 
part, worked their way through 
school; others have just been “sent 
to college” by parents who realized 
the same need. Some are men who 
can make good in any field, whereas 
others will not make good in any 
field. To all in this group we say, 
“Try to find something in which you 
are really interested.” At the same 
time we realize increasingly the 
need for more direction before the 
senior year. The new requirements, 
which became effective in 1937, and 
which provide that a student who is 
entering the junior year must select 
one of nine fields of specialization, 
are aiding in this respect. 

Most of our students, however, 
have already selected their special 
fields and have a very reasonable 
and healthy attitude toward their 
first jobs. They tend to face the 
future realistically and to recog- 
nize the fact that they are not likely 
to start anywhere near the top or to 
receive high beginning salaries. 
They realize that they will stand 
little chance of success if they are 
afraid of hard work and are look- 
ing for “a soft berth.” The few ex- 


ceptions who may suffer from “de- 
lusions of grandeur” need to have 
their wrong impressions corrected. | 


of great assistance in guiding the 


Here the placement service can bal 
| 


student to revise his impractical | 


ideas in the light of actual con- 
ditions. 

The easiest men to place are out- 
standing students in accounting or 
salesmanship, those with scholastic 
grades slightly above the average, 
and those with outstanding person- 
alities. If a man has an outstanding 
personality, very few companies will 
turn him down even if his grades 
in school were only average. Any 
graduate with a real interest in the 
field of insurance is easy to place, 
since this is one of the few fields in 
which the demand greatly exceeds 
the supply of applicants. If an out- 
standing man does not decide early 
in the year what job he really wants, 
he sometimes has offers from as 
many as five or six companies, and 
becomes so bewildered that he does 
not know which to accept. 

Many companies pass up men who 
are below average in scholarship, 
or in height, and men with poor 
personalities. Under this last classi- 
fication may be included a hundred 
specific points—poor appearance, 
lack of enthusiasm, lack of neatness, 
inability to carry on a good con- 
versation, or some physical defect. 
One man was turned down because 
of his gold teeth, another because 
of a scar on his face, and another 
because it was necessary for him to 
wear thick glasses. On the other 
hand, some men who have obtained 
excellent positions and have made 
good on their jobs came from the 
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' group of those who had been re- 
» peatedly passed up by personnel 


men. 

A few girls are graduated from 
the College of Commerce each year. 
Some of them go into commercial 


teaching, some into retailing, and 


some into a wide variety of other 


positions. Those who have the best 


chance of eventually obtaining good 


' positions are those who know short- 
_ hand and typing and are qualified to 


_ sheets. 
meeting is held at which a member 


do secretarial work. This latter 
qualification frequently makes it 
possible for girls to obtain jobs in 
the fields of their choice immedi- 
ately upon graduation by using their 
stenographic ability as a means to 
an end. At present, the College of 
Commerce does not offer courses in 
shorthand or typewriting, and the 
only students who can obtain this 
training without going to a business 
college are those who are enrolled 
in the commercial-teaching curricu- 
lum. 

Part of the help offered to seniors 
consists in teaching them how to 
write good short letters of appli- 
cation to accompany their data 
Every year, at least one 


of the Business English Depart- 
ment explains to the seniors as a 
group some of the things which 
should, and some of the things 
which should not, be included in 
such letters. We also try to give 
students an idea of the kind of per- 
sonal interview which is usually 
required before a student is em- 
ployed. This is generally done by 
presenting before a group of seniors 
sample interviews, in which the part 
of the interviewer is sometimes 


taken by a member of the faculty 
and sometimes by a student. The 
applicant is advised to present him- 
self for the interview dressed well, 
with his hair cut and combed, and 
with his shoes shined. He is warned 
against a clammy and _ indifferent 
handshake. He is told to be himself 
in the interview. 

Some students seem nervous and 
excited the first time they are in- 
terviewed, but they usually gain 
confidence after a few experiences. 
Some oversell themselves and talk 
too much; others say too little. One 
man almost lost his chance of a job 
because he turned his chair side- 
ways and talked over his right 
shoulder, looking at the interviewer 
only when he turned to answer a 
question. Another man came to an 
interview with his shirt open at the 
neck, and wearing an old sweater. 

We place most of our graduates 
only once, but explain to them that 
their registration in the placement 
bureau the year of their graduation 
makes them members for life, and 
entitles them to any service which 
can be given them at any time in 
the future. We encourage them to 
keep in touch with us, especially if 
they are out of a job or wish to 
change jobs. We keep in touch with 
many of them by sending out a 
form letter at least once a year, 
asking that an attached blank be 
filled out and returned to us. In 
this way we obtain the information 
as to a man’s latest address, the job 
he is holding, the company for 
which he is working, and his own 
statement as to whether the job is 
permanent and satisfactory. The 
suggestion is made that before re- 
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turning the form, he turn the blank 
over and write a letter on the other 
side. Many responded to this sug- 
gestion last year, and their letters 
contained a number of comments 
which were very helpful. 

It should not be inferred that the 
placement service is available only 
to those who join as seniors; any 
_ graduate may take advantage of it. 
In increasing numbers, calls are 
coming in for men with two to five 
years of experience, and many of 
our former graduates have ex- 
pressed appreciation for informa- 
tion about other jobs for which 
their experience has qualified them. 
The chief advantage enjoyed by a 
student who is registered is that we 
have in our files his picture and his 
complete record. In this connection, 
it should also be noted that our 
placements are not limited to gradu- 
ates of the College of Commerce; 
we try to find the best man avail- 
able, and it sometimes happens that 
he is found in some other college 
or school of the University. Stu- 


dents from other colleges can not be | 


registered because of physical limi- 
tations. 
come to personal interviews, but 
must on their own initiative furnish 
to the interviewer all vital informa- 
tion about their qualifications. 

Experience indicates that the 
placement service has worthily justi- 
fied its existence by assisting gradu- 
ates and former students to find 
profitable and congenial employ- 
ment. Many of them are pursuing 
successful business careers. Some 
are well-known bankers, account- 
ants, foreign trade advisers, per- 
sonnel representatives, and civic and 
trade secretaries. Others are college 
and high school instructors, tax- 
ation experts, and governmental 
consultants in various fields. It is 
the hope of the College that more 
and more students may use this 
service when they are seeking jobs, 
and that employers may increas- 
ingly look to it as a source of quali- 
fied and efficient personnel. 


The Prospect for Inflation 


E. J. WorkiInG 


Department of Agricultural Economics, University of Illinois 


business men, investors, and 
economists have come to believe 
that inflation is almost inevitable. 
On the other hand, some seem 
equally certain that inflation is not 
only avoidable but unlikely. In 
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view of these divergent opinions, it 
may be well to analyze carefully 
the conditions which have been re- 
sponsible for inflation in the past 
and the elements in the present 
situation which indicate its possi- 
bility or probability. 


They are, however, wel-_ 
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One of the reasons for conflicting 


views as to the likelihood of infla- 
tion arises from differing opinions 
as to what is meant by inflation. 
The term “inflation” is most com- 
monly used in connection with com- 
-modity prices. It may, however, be 


‘used to refer to an 


increase in 
security prices, an increase in the 
amount of currency, an increase in 


the amount of bank credit, or merely 
an increase in the credit base. Any 


one, or all, of these may be closely 


related to commodity price inflation. 
But, on the other hand, we may 


have large increases in the amount 
of currency in circulation, in bank 


deposits, in the credit base, or in 


{ 


| 


yond proper limits; 


“security prices without the occur- 


rence of any commodity price in- 
flation. 

In the discussion which follows, 
the term “inflation” will be used to 
mean only commodity price infla- 
tion, but even with this restriction 
there may be different opinions as 
to how much of a rise in prices 
is necessary to constitute price 
inflation. 

For the lexicographer the defini- 
tion of inflation, in an economic 
sense, is apparently simple. If you 
look in your dictionary, you may 
find a definition such as this: “Un- 
due expansion or increase, as in 
prices, etc.” Or perhaps you may 
find the following: “Increase be- 
especially of 
prices, the issue of paper money, 
etc.” But when is an expansion 
“undue”? Just what are the “proper 
limits” beyond which an increase of 
prices becomes inflation ? 

In order to understand what con- 
stitutes price inflation and what 


causes it, we need to consider 
briefly the history of prices during 
the past century and a half. There 
have been three periods which are 
generally recognized as periods of 
price inflation in this country. One 
accompanied the Napoleonic Wars 


and the War of 1812, another, the © 


Civil War, and the third, the World 
War. 

Although people’s definitions of 
inflation may differ, probably no one 
would contend that these periods 
were not times of price inflation. In 
each of them there was a very great 
and rapid rise in the average level 
of commodity prices. Whether or 
not there was inflation in other 
periods of less extreme rises in 
price, such as that which occurred 
between 1835 and 1839, is perhaps 
open to question. However, the 
problem with which we are most 
concerned is whether there is likely 
to be a rise in prices comparable in 
magnitude to the rises in the three 


war periods, when wholesale com- — 


modity prices increased by 100 per 
cent or more. - 

It is significant that in each of 
these three periods of price inflation 
the United States was involved in a 
major and prolonged war. Other 
minor wars such as the Indian wars, 
the Mexican War, and the war with 
Spain resulted in little if any price 
inflation. Furthermore, the price 
level of the United States has been 
but little affected by numerous im- 
portant wars in other parts of the 
world; the Russo-Japanese War and 
the Franco-Prussian wars are ex- 
amples in point. 

It is not safe to conclude, how- 
ever, that there will be no inflation 


— 
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in the United States so long as we 
do not enter the present war. The 
United States did not enter the first 
World War until April, 1917, yet 
from June, 1914, to March, 1917, 
this country experienced an increase 
of 60 per cent in wholesale prices. 
Moreover, the rate at which whole- 
sale prices rose from the beginning 
of 1916 until March, 1917, was 
greater than the rate of increase 
in the months when the country 
was actually at war. 

Although various other circum- 
stances contributed to the price rises 
of these three periods, their out- 
standing and common characteristic 
was a very great demand for goods 
produced in this country with which 
to carry on war. Indeed, it may be 
said that the demand for war goods 
in the United States was the pri- 
mary cause of these three great 
inflations. 

A great demand for war goods, 
however, is not the only requisite 
for inflation. In order for a typical 
price inflation to occur, there must 
be a more rapid increase in pur- 
chasing power—that is, in the 
amount of money or credit offered 
for goods—than in the amount of 
goods produced. 

Many people think of price infla- 
tion as being ‘almost synonymous 
with the issuance of inconvertible 
paper money. The Continental cur- 
rency of the Revolutionary War 
and the greenbacks of the Civil 
War, as well as the paper curren- 
cies of Germany and France after 
the first World War, are examples 
of governmental issuance of paper 
money accompanying price inflation. 
Such issuance of fiat paper, how- 


ever, is not the fundamental cause. 
or even a necessary accompaniment | 
of price inflation. 

During the World War, price | 
inflation in the United States was | 


| 


brought about through “credit infla- | 


tion” rather than through an infla- | 


tion of the currency. No unsecured | 


° | 
paper money was issued, and al- 


though gold was withdrawn from 


ordinary circulation, substantial con- | 
vertibility of currency into gold was 


maintained. Nevertheless, the course 
of prices was similar to that of 
periods when there were large is- 
suances of fiat paper currency. At 
the time of the World War, the 
rapid rise of prices began late in 
1915. It was accompanied by rapidly 
expanding bank loans, and did not 
begin until the production of manu- 
factures approached the maximum 
level reached in the war period. The 
basis of this increase in loans and 
the increase in production which 
took place in 1915 was, of course, 
the greatly increased demand for 
both agricultural products and man- 
ufactured war goods. This increased 
demand was evidenced by a tre- 
mendous increase in our exports 
which began as early as the latter 
part of 1914. 

It is to be noted, however, that 
there was no significant rise in 
prices during the first year of in- 
creasing exports. Commodity prices 
did not rise materially until we ap- 
proached the highest level of indus- 
trial production that was reached 
during the War. 

But if wartime credit expansion 
brings inflation, why does not peace- 
time credit expansion do the same 
thing? This is a very pertinent 
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‘question in view of the rapid expan- 
‘sion of bank investments in the past 
six years. Ordinarily, bank loans 
‘made in peacetime are primarily for 
the purpose of financing some form 
of capital goods to be used in fur- 
‘ther production. In peacetime, con- 
sequently, an expansion of bank 
‘credit is likely to be accompanied 
by or followed by an expansion of 
production, which tends to decrease 
prices. When a country is at war, 
however, an increase in bank credit 
for the purchase of war materials 
may eventually be accompanied by 
a withdrawal of workers from pro- 
ductive pursuits to the army, a 
movement which tends to decrease 
production. Then the price-raising 
effect of larger purchases not only 
lacks the counteracting influence of 
increased production, but is rein- 
forced by decreased production. 

_ Furthermore, in ordinary times 
the price level depends upon a num- 
ber of different forces, and the 
volume of credit is more likely to 
be affected by changes in the price 
level than the reverse. In ordinary 
times, prices in any given country 
tend to be kept in line with those in 
other countries by the possibility of 
importing from, and exporting to, 
those other countries. Besides, the 
level of prices is powerfully affected 
by the rigidity of many commodity 
prices. 

During a major war, however, the 
ordinary structural relationships 
which tend to stabilize prices are 
usually broken down in the warring 
countries and greatly weakened in 
the neutral countries. Countries at 
war are very likely to allow their 
currencies to depreciate because of 


the exigencies of wartime finance, 
and when industrial production is 
stimulated by a demand for war 
goods so that it approaches or 
reaches the peak of capacity, com- 
modity prices which were formerly 
rigid are apt to become sensitive to 
changes in demand. 

In a number of ways our situation 
today is similar to that which pre- 
vailed about the middle of 1915. 
Some of the elements of this situa- 
tion are: (1) Industrial production 
is rising sharply, (2) bank loans 
have also risen with the improv- 
ing level of business activity, and 
(3) wholesale prices, which had 
been drifting along on a dead level, 
have begun to rise in recent months. 
One of the greatest points of differ- 
ence is that we now have under way 
a great defense program, whereas 
in 1915 we were producing little in 
the way of war materials oe 
those for the Allies. 

Just what the magnitude of the 
defense program will be is, of 
course, still uncertain. According 
to the President’s recent budget mes- 
sage, however, defense program ex- 
penditures are expected to be almost 
11 billion dollars for the year end- 
ing June 30, 1942, and this amount, 
the President says, does not include 
aid to-Great Britain. It seems 
reasonable to assume, therefore, that 
the production of war goods includ- 
ing aid to Great Britain may well 
reach a level of between 12 and 15 
billion dollars annually. 

Those who argue that thére will 
be no inflation often point out that, 
in spite of some people’s predictions 
to the contrary four years or so 
ago, the unbalanced Federal budget 
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has not caused inflation. They say 
that the presence of a very large 
volume of unemployed men and 
resources in recent years has pre- 
vented the fulfillment of such pre- 
dictions. Is not this unused produc- 
tive capacity sufficient to provide for 
our own rearmament efforts and also 
for aid to Britain? 

In the three years 1937 to 1939 
inclusive, the national income—that 
is, the value of the goods and serv- 
ices produced in the United States— 
averaged slightly above 68 billion 
dollars. It is likely that our produc- 
tion of goods and services would 
have been about 20 per cent higher 
if we had been operating our exist- 
ing facilities at capacity levels. 
Aside from the danger of “bottle 
necks” in production, then, can we 
not easily increase our production 
of war goods by 12 billion dollars 
or more? Can we not maintain the 
production of other goods and pro- 
duce 12 to 15 billion dollars more of 
war goods each year, without reach- 
ing the limit of our production? 

Superficially, it seems that the 
United States could easily produce 
the needed war goods and still have 
some unused capacity. But the 
answer is not so simple. Under our 
economic system, the people who 
produce goods and services receive 
as income an aggregate amount 
equal to the value of those goods 
and services. Out of that income 
they pay taxes, buy articles for cur- 
rent consumption, and perhaps save. 
The income of these people will 
increase as much as their produc- 
tion; and unless taxes and savings 
increase as much as does the amount 
of production, they will spend more 


for consumption goods. With more 
money spent for consumption, more 
goods will need to be produced, 
production will be increased still 
further, and so on, until production 
reaches capacity. If, when capacity 
production is approached, and the 
pyramiding of purchasing power 
continues, the upward spiral of pro- 
duction changes to an upward spiral 
of prices, serious cumulative price 
inflation is under way. 

In an article published last July 
and entitled “Is Inflation Inevit- 
able?” Dr. Mordecai Ezekiel, who 
is one of the leading economic 
advisers of the Administration, said: 

“Price inflation is not only not 
inevitable—it hardly seems even 
probable for a long time ahead. The 
price inflation of the previous war 
was due largely to lack of adequate 
comprehension of the forces which 
make prices and price levels... .. 
In the intervening decades there has 
been a great deal of experimentation 
in many countries with new methods 
of fiscal and financial control and a 
great development of instruments 
and agencies of knowledge and con- 
trol. All of this past experience is 
being drawn on today to ensure 
more effective results. The imme- 
diate danger here is not that we will 
produce inflation, but rather that our 
efforts to head off inflation will re- 
tard recovery and reemployment 
instead.” 

I believe that Dr. Ezekiel greatly 
underrates the extent to which econ- 
omists comprehended the forces of 
inflation during the World War. In 
the year 1917-18 I was taking my 
first course in economics, and I well 
remember that economists were 
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greatly concerned about the way in 
which methods of government fi- 
nance were resulting in inflation. 

I can agree with Dr. Ezekiel that 
inflation is not inevitable. I cannot 
agree with him that it is improbable. 

The statement of Secretary of the 
Treasury Morgenthau last Novem- 
ber that he would have to ask Con- 
gress to raise the public debt limit 
by 15 or 20 billion dollars was ap- 
parently interpreted by many people 
to mean that inflation was inevitable. 
For the present, however, the size 
of the national debt has limited sig- 
nificance. If the national debt were 
now 60 or 80 billion dollars, we 
might still be able to avoid inflation. 
The important questions now are, 
how rapidly will the debt rise, and, 
still more important, how will the 
increase be financed? 

Please note, however, that I have 
said “for the present” and “now” 
in arguing that the size of the ma- 
tional debt is of limited significance. 
One reason is that the Federal gov- 
ernment is now paying very low 
interest rates. On the present na- 
tional debt of nearly 50 billion dol- 
lars, interest charges amount to only 
1.1 billion dollars. If for any reason 
the interest rate should rise ma- 
terially, the cost of carrying the 
national debt would be much more 
burdensome. The severity of the 
strain on Federal finances would 
then depend in large measure on the 
size of the debt. The magnitude of 
the public debt contains, then, a 
threat of possible future inflation, 
repudiation, or monetary manipula- 
tion. 

For some years now the govern- 
ment has been operating with a very 


large annual deficit without causing 
inflation. In recent years various 
factors have restricted investment 
opportunities in private business and 
have increased the flow of funds 
seeking investment through financial 
institutions. Still other funds have 
been “invested” direct through gov- 
ernmental agencies—for example, 
veterans’ insurance and social secur- 
ity payments. These conditions have 
made possible the financing of large 
Federal deficits through loans with 
no ensuing inflation. 

Some of these factors which have 
made possible heavy deficit financing 
without inflation will likely continue 
to prevail. However, with a busi- 
ness boom under way, the reluctance 
of business men to expand their 
plants and operations tends to be 
overcome, and business borrowings 
from banks are on the increase. In 
the past, a considerable part of the 
government deficit has been financed 
by means of increased holdings of 
government securities by banks, but, 
with larger bank loans to business, 
it may no longer be possible, with- 
out causing inflation, to finance so 
large an amount of government defi- 
cit by means of expansion of bank 
credit as has been done in recent 
years. 

In any event, to prevent inflation 
in the near future, taxation and 
savings of individuals in the United 
States must be increased by approxi- 
mately the same amount as are the 
expenditures of the government. 
Larger taxes have already been 
levied. The rates may be increased. 
Individuals may be encouraged to 
save for the purchase of govern- 
ment bonds or other securities. Of 
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course, price-fixing by the govern- 
ment may play an important part in 


checking inflation. But, if taxation - 


and voluntary savings do not in- 
crease rapidly enough to offset the 
increased expenditures for war 
goods, some system of rationing or 
some other method of compelling 
saving will be necessary to enforce 
price-fixing. 

In Great Britain, where measures 
were undertaken to check rising 
prices almost at the outset of the 
War, prices have nevertheless shown 
a marked rise. The wholesale price 
index of the British Board of Trade 
rose from 98 in July, 1939, to 147 in 
November, 1940, an increase of 50 
per cent. This rise was more rapid 
than the one which occurred in the 
corresponding months of 1914 and 
1915. 

It should be recognized, of course, 
that the situation of England has 
been far more difficult than ours 
promises to be. One of the primary 
factors involved in the rise of prices 
in Great Britain has been the decline 
in the foreign exchange value of its 
currency. It seems unlikely that any 


similar decline will contribute to in 
flation in this country. Anothe 
difficulty in England has been th 
greatly increased cost of importin; 
goods. Although some prices in thi 
country have risen because of in 
creased costs of importation, it i 
scarcely conceivable that this facto 
could come to have any great im 
portance for the United States. 
Inflation is now imminent in th 
United States in the sense that with 
in the coming year we are almos 
certain to experience a combinatio: 
of background economic circum 
stances which at previous times i1 
our history have brought about pric 
inflation. Nevertheless, I should sa: 
that inflation is not to be taken fo 
granted. It can be prevented. Indi 
cations are that some of the authori 
ties in Washington are cognizant o 
the dangers. The recent proposal 
of the Federal Reserve Board ar 
a hopeful sign. The prevention o 
inflation will, however, require ; 
high degree of economic under 
standing and of political courage o: 
the part of those who administer th 
affairs of the Federal government 


